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Budgeting for Profit
in Small Business

To the reader
§ This is not a textbook on budgeting. There are already plenty
of good ones.
§ This is an “orientation” to the subject, directed particularly
to the local firm of CPAs, and the individual practitioner, serving
small business.
§ The most valuable parts of this bulletin are the illustrative
cases at the end (pages 21-62).
§ The selected books and articles listed on pages 63-64 should
be helpful if you wish to learn more about budgeting.
§ The introductory material is intended to help you to organize
your own thinking on the subject, and give you ammunition
with which to convince your clients that they need budgets.
§ Perhaps little or none of this material will be new to you.
But even in that case it is hoped that the bulletin will be a
useful short “refresher course.”
§ On the other hand, many of the ideas presented here may
be new to you. In that event it is hoped that they may make a
significant contribution to the development of your own profes
sional accounting practice.
§ The next bulletin in this series will deal with “Financing
the Small Business.”

Budgeting for Profit
in Small Business
The role o f the CPA
Business cannot exist without profits.
Budgets—properly developed and intelligently administered—
can significantly increase profits.
The practicing CPA is often the only person available who can
help a small business install a budget and make it work.
By persuading his clients to use this valuable tool, and helping
them to use it effectively, a certified public accountant can con
tribute to the survival of small business and the health of the
nation’s economy.
By identifying himself with the production of profits, the CPA
can increase his own stature in the eyes of his clients and broaden
his own opportunities for service.

H ow sm all a business should budget?
Any business, from a one-man newsstand to General Motors, is
better off with a budget than without one. Even salaried indi
viduals and families are better off with budgets.
The smaller and simpler a business, the simpler its budget.
The larger and more complex a business, the more elaborate its
budget.
Budgets must be tailor-made to each business and a little
budgeting is better than none.
5

J u st w hat is budgeting?
Budgeting is essentially planning and control.
By estimating all elements of income, and all elements of
cost and expense, on the basis of the best information available,
and then comparing actual results with the estimates, a manager
can see what it will take to improve performance, can identify
waste and inefficiencies, can foresee his working capital needs,
can plan intelligently for growth.
Planning and control is the slogan of progressive modern
management in the largest and most successful companies.
Budgeting is a basic step in planning and control. It works for
small business as well as large.

To w hat extent is budgeting practiced today?
C ontrollership F oundation, I nc., the research arm of the Con
trollers Institute of America, in a 1958 publication, “Business
Budgeting,” presents the results of a study of the present prac
tices of large businesses in the use of budget systems. Within
a group of 424 interviewed companies, only seven of which re
ported sales of less than $10 million, 89 per cent had a formal
budget or profit-planning program. Responses came from all
major classifications of business. Some companies reported in
formal budget plans. Altogether 95 per cent of the companies
used some type of budgeting for over-all control of company
performance.
W hat about small business? A survey made in connection with
the American Institute’s Economics of Accounting Practice proj
ect, shows that of forty-four companies, all of which had a sales
volume of less than $5 million, only fifteen, or 34 per cent, re
ported having a budget. Significantly, only two of the fifteen
had received any assistance from their CPAs in any phase of their
budget procedure. The businesses included in this survey were
principally manufacturers. Manufacturers generally have more
complex accounting, financial, and operating problems than
6

service or commercial concerns. It seems probable that if small
businesses not in manufacturing were surveyed, even less than
one-third would report the use of budgets.

W hat are the misconceptions sm all
businessmen have about budgets?
W hy does small business not use a tool that has proved to be
valuable for larger companies? There seem to be five principal
reasons:
1. Many small businessmen think they know all about their busi
nesses, and can “plan and control” adequately by intuition or
instinct. This is usually wishful thinking, or rationalization of
inertia.
2. Small businessmen fear that budgeting is costly. There is, of
course, some added cost when a budget is instituted. But experi
ence indicates that increased profits attributable to sound budg
eting far exceed the cost.
3. Small businessmen assume that they don’t have staff capable
of administering a budget system. Managers who believe a for
mal budget might do them some good, question the ability of
their bookkeepers to design the proper records and submit proper
reports, without which the budget would be valueless. Actually,
a CPA can teach even inexperienced employees how to make
a budget work.
4. Small businessmen erroneously think of budgets as being re
strictive. They believe that budgets strait-jacket operational and
managerial flexibility, which is generally the one advantage a
smaller business has over its larger competitors.
5. Small business managements either know nothing about
budgeting or have misconceptions of what it is and what it can
do. It needs to be explained that budgeting is not just more
“paper work,” but will contribute directly to efficiency, cost con
trol and profits.
7

W hat are CPAs doing about budgeting?
Most local CPAs, in spite of their over-all knowledge of their
clients’ businesses, and their ability to educate themselves and
their clients in budgeting, are in many cases, apparently doing
little about it. Why? The Institute tried to find out.
Interviews with many practitioners have disclosed some inter
esting attitudes held by CPAs which help explain why many are
giving little, if any, advice in this area. The primary reason seems
to be a feeling of inadequacy on the part of CPAs. Some frankly
admit that they are not confident of their own ability to give
good advice on budgeting, and are wise enough to recognize
that poor advice is worse than none at all. Most of the CPAs
with this attitude are not convinced that budgeting can be a
valuable tool for their smaller clients. This lack of conviction
may be a consequence of their lack of knowledge of the subject.
Another attitude among CPAs who have not done budget
work is that it would not be profitable. It appears to these CPAs
that collection of adequate fees for audits and tax work is already
difficult enough. How then, they reason, could a small client be
expected to pay for his CPA’s time and advice on a budgeting
system?
The actual experiences of other CPAs, however, contradict
these negative attitudes. A number of those interviewed, though
a minority, indicated that they had been working with many of
their clients on budgets for years, and expressed disbelief when
informed that other CPAs had never gone so far as to discuss
budgeting with clients. The practitioners conversant with budg
eting did not feel that it was complex, and regarded their advice
and assistance in budget processes as normal, customary profes
sional service. While not all of their smaller clients were as yet
“sold” on budgets, these CPAs were actively encouraging budget
ing for clients who appeared to need it.
Without exception, the CPAs with the positive attitudes dis
closed that they had been well compensated for work in this
area, and it could often be performed at convenient times of the
year. As one practitioner told his story, “The reason for my
8

success in this case taught me a lesson I’ll never forget. I had
been making the mistake for years of working for this client,
instead of with him.”
This story was told in different words by many CPAs who had
experienced similar changes of attitude by some of their clients.
All of these CPAs had in essence done the same thing. They had
contributed, perhaps for the first time that their clients realized,
to business profitability. By sitting in and advising while business
objectives were mapped out, and through participation with
management in periodic financial measurement of results against
the plans, the CPA became more valuable to management. Man
agements realized that their CPA was a better businessman than
they had thought, and one who contributed to the success of
their businesses.

H ow does a budget ''control”?
“ C ontrol" is an important word in the vocabulary of business.

The accountant’s use of the word “control” is most often used in
connection with internal control, or financial control; those con
trols which generally safeguard or enhance accountability. Be
yond this, accountants also afford a measure of control through
periodic audits of operations and financial position.
Some slight measure of control is also commonly effected
through comparative financial statements. Every client who re
views his comparative statements typically comments, “We’re
holding our own,” or “We’re up in sales, but down in profit,” etc.
The comparison is valuable, and no doubt provides an element
of control, but control after the fact. The statement has not con
tributed to management control. On reflection, the reason for
this is obvious. “W ere holding our own”—in relation to what?
Managements cannot effect control by mere comparisons with
historical data. W hat happened in the past cannot be allowed
to represent the appropriate standard of performance from which
evaluations of present operations are to be drawn. Proper evalu
ation of performance and managerial control of operations can
only be measured against a plan.
9

A budget is a plan. A plan carefully prepared for the utiliza
tion and control of the resources used in the business, which is
then translated into the financial budget by the accountant,
must precede effective management control of a business.
“Measurement” has become a management by-word in recent
years. To control functions or operations in these days of in
creasing business complexity, standards of performance have
been developed by some companies for every activity imaginable.
The activities are not important. The significant fact is that the
standards of measurement are always predetermined. Some
times scientifically, sometimes not, but always predetermined.
It has become almost axiomatic that to control and evaluate busi
ness functions, measurements must be effected against stand
ards or plans that reflect what should have happened. A business
budget is an over-all management control tool by which stand
ards and plans are established, and used to measure and evaluate
actual performance, through financial reports.
A budget process can start and stop in a variety of stages in
business. The best budget should encompass all of the activities
that are eventually translated into the profit and loss statement,
and some of those which reflect in the balance sheet. But each
business has its own requirements and the depth of the budg
etary control system must be designed to serve its peculiar needs
and be accommodated to its particular characteristics.

W hat are the advantages o f budgeting?
P rimarily, budgeting increases profits. The principal advan
tages which should result from the application of budget prin
ciples to a business of any size are the following:
1, It forces planning on all levels, beginning with creation or
review of the organization chart. Even in a one-man business it
identifies the essential functions of the business and focuses at
tention on the related income and expenses.
2. It improves co-ordination of the various business activities.
The over-all planning, for example, correlates production policy
10

with sales policy. In turn this permits the sales order clerk to plan
and co-ordinate activities with the job order foreman.
3. Budgeting sharpens employee motivation. It requires the co
operation of all supervisory and executive personnel. It encour
ages delegation of authority, and encourages employees to estab
lish and shoot for their own goals. Management has found that
budgeting is the best technique yet devised for developing a
team spirit.
4. Budgeting reduces costs by highlighting the areas where
economies are possible.
5. It provides management with better tools for deciding on
alternative courses of action such as changing prices of existing
products, starting a new sales program or purchasing new equip
ment.

W hat are the basic principles o f budgeting?
I nstalling a budget system is not necessarily a complex task.
The circumstances in each particular organization will vary—
and there is no magic formula of universal application. The fol
lowing, however, are basic principles which budget authorities
agree are applicable to all types and sizes of business:
1. Well-defined internal organization must precede successful bud
geting. Budgeting encourages optimum delegation of responsibility
and authority. Control is exercised by measurement of perform
ance through responsibility accounting reports. Responsibilities
and authorities must be defined and understood, not only by
management, but by all personnel participating in the budget
system. Organization structure must be clear in order that the
system of accounting reports will accurately reflect the perform
ance of each center of responsibility. All this applies to an or
ganization of a few people as well as to larger ones.
2. The establishment and administration of a budget is not a oneman job. Rather it is the function of a team. The team may consist
of a sole proprietor and his CPA, or extend to the formal budget
ing committee in a large company. The point is, however, that
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there is greatest value in the thinking of a group which is together
able to create and analyze, and collectively integrate the inde
pendent parts of the budget into an over-all plan and pattern of
operations. In a big business the captain of the budgeting team
is generally the controller or budget officer. In a small business
the captain may be the independent CPA.
3. A budget system must have the complete approval of the chief
executive. Without it, the budget will be ineffective. This executive
should be fully aware of its potential, must thoroughly under
stand what the budget will and will not accomplish, and must
insist that it be applied, and complied with, throughout the com
pany. He must understand that a budget is not a weapon with
which to force employees to greater efforts, but rather a means of
developing voluntary co-operation. He should understand that
budgeting rests on principles that have more in common with
concepts of human relationships than rules of accounting. The
chief executive must understand the relationship of budgeting to
his own responsibilities within over-all organization, adminis
tration and control. He must understand the concept of delega
tion of authority, and believe in it. He must be sold on budgeting
and in turn must sell it down the line. Budgeting is a company
wide activity, but budgeting philosophies and policies must
start at top levels.
4. The goals established—for example, the sales forecast, produc
tion efficiency, expenses, inventory levels—must be realistic. Tar
gets and goals based only on hope or unreasonable optimism will
do more harm than good.
In some companies, forecasting may project certain activities
of the business for periods as far ahead as five or ten years. The
forecasts for the second and third years cannot be projected in
telligently unless the budget forecasts for the first year are at
tained. Decisions made today on the basis of forecasts and
budgeted goals can only be as good as the facts on which they
are based. If the estimates are unrealistic, management decisions
will suffer. For our purposes, we have referred to forecasting
as that function of looking into the future for a period beyond
one year; budgeting as representing estimates up to one year.
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This definition, incidentally, we find to be gaining favor. It is
important that the credit manager not be encouraged to predict
reduction of bad debt losses below a percentage which history
indicates is reasonable; or that a young sales executive not be al
lowed to arbitrarily discharge salesmen simply to cut expenses.
The compounded effect of unrealistic goals in lesser areas down
the line can be serious, particularly to the small business.
5. The over-all aim of budgeting is the maximization of profit. This
objective must be kept in mind by each individual who plays any
part in the company budget. A controller, budget director, or
practicing CPA must sell this philosophy to all participants.
6. The installation and revision of budgets should be started as far
down the line as practical.Since the Midwestern salesman is to be
responsible for performancee in this area, and the toolroom fore
man is responsible for the wages in his department, they should
be allowed to set, or participate in setting, their standards. Re
visions made by superiors should be explained thoroughly to
subordinates and agreement should be reached with those di
rectly responsible for attainment. In this way only can complete
co-operation of employees be obtained. Many difficulties may
have to be overcome in introducing this process of delegation
for the first time, and they will often be more psychological than
technical. Yet the results obtained from this form of “bottom-up”
management have proved to be well worth the effort required.
7. The budget should take in the entire operation, particularly in
the construction of the profit and loss budget, where every item of
income and expense should be considered. A working-capital
budget, divided further into cash forecasts and inventory-level
budgets, and capital-expenditures budgets are equally desirable
features which will contribute to the value of the over-all plan.
Budgeting is circular. One writer has made an analogy of
budgeting to the co-ordination of the gear shift, brakes, accelera
tion, headlights, etc., in driving an auto. Autos are often driven
with only partial control, but this is not the safest driving. Nor
is it safe for your client to attempt to plan cash balances and loan
repayments without first budgeting inventory levels, and capital
expenditures. And how can inventory levels be established with
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out budgeting sales? Or on the other hand, how can a business
plan what it will sell if it does not plan how much goods it will
have to sell? If budgeting is to be used to its best advantage, it
should ultimately cover every phase of a business.
But circumstances vary. A half a loaf in budgeting is always
better than none. In a small business, particularly, it may be im
practical, or extremely difficult, at first, to attempt to forecast
inventory levels or accounts receivable a year in the future. But
this does not lessen the value of budgeting profit and loss, sales,
costs or expenses. If sales cannot be forecast with complete ac
curacy, this will not obviate the values derived from budgeting
costs or expenses, or other usefulness of the budget system.
8. Operations must be periodically appraised through comparison
with the budget. This calls for adequate, frequent and timely re
porting. Careful analysis of variations should be made and the
reasons therefor explained to persons responsible for perform
ance, as well as to management.
This budget-reporting principle sounds simple in theory, but
can be troublesome in practice. Analysis of variations, for ex
ample, can not always be made on paper in the air-conditioned
office of the controller or CPA. It is often necessary to visit the
plating room or the show room so that the foreman or salesman
can explain the reasons for variations, while the figures are ex
plained to him. It is the “why” of budget analysis that is of value
to management. It is the “how am I doing” that is of value to
employees. Both groups must be informed periodically through
properly drawn reports. Some reports may be prepared more
frequently than others, such as the key report of sales activity.
There is no such thing as a standard budget report form. Internal
reports should be designed in each situation so that operations
may be evaluated most accurately against the predetermined
plans and standards.
9. A budget should take into consideration the fact that operations
or volume can vary from even the best laid plans. The budget
should be constructed in such a way as to preconceive the effects
on the budget should, at least, significant changes occur. When
U. S. Steel cuts production 25 per cent, certain expenses remain
14

constant, others are reduced in part, others cease entirely. When
the local butcher’s sales increase by 15 per cent, so does his con
sumption of parsley and paper bags. The principle is identical. It
should be considered in the establishment of budgets, and more
so in the analysis of budgeted operations.
10. A budget should be expected to be changed. The budget pre
pared last year for the fourth quarter of this year is an obsolete
measurement if the company has introduced a new product or
added a new department. Business is dynamic and budgeting and
planning must therefore be adjusted continuously.
For example, good budgeting involves the constant adjustment
of expense to income, capital outlays to available cash, and avail
able cash back to expense. Budgeting is a circular thing, like a
tire. Tires can be punctured at any time, and repair of the puncture
generally requires an inspection of the whole tire before it can be
repaired and safely used again. A budget also must be inspected
periodically for assurance that it is still safe to use.

H ow is a budget actually developed?
Basic principles, of course, are only half the story. The other half
is practice.
The actual development of the operating, or profit-and-loss
budget, or the development of the balance-sheet budget is not
a difficult technical task, particularly in a small business. At some
risk of oversimplification it may be stated that to develop the
profit-and-loss budget, it is only necessary to determine responsi
bility for each of the elements of income and cost and expense,
and proceed from this point. The person responsible for each of
the elements makes a budget estimate for that element, details
the reasons for his thinking, and subdivides the estimate into the
budget periods into which the income or expense is expected to
fall. Assembling these figures in a profit-and-loss forecast is a
simple task for file CPA, and there is the budget, which, presented
with the reasons why each of its elements are planned as they are,
is ready for management approval.
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The illustrative cases in this bulletin deal in some depth with
the techniques of establishing a budget system. Since these
were successful installations, however, they may not point up
clearly some of the problems that the CPA should be prepared to
encounter, particularly in the small business, and more particu
larly when a budget system is being installed for the first time.
The following questions should be carefully considered and
answered before the actual mechanics of budgeting are started.
1. How far should the CPA advise the budgeting to go? Where, as
a practical matter, should it stop? Everyone uses telephone facil
ities in a small business. It may be determined that sales effort
accounts for 65 per cent of telephone expense. Yet, allocating this
expense departmentally, and then analyzing each long-distance
call in order to distribute the telephone bill to expense accounts is
probably impractical. How about rent, electricity, postage? The
CPA should decide what’s to be done with items of this type. Can
one person accept responsibility for the entire expense with equal
ly good results? Budgeting should not become an expensive bur
den through attempts to control items by allocation to depart
ments that may not be controllable to a significant extent anyway.
2. Will recommendations as to budget responsibility logically fol
low the organization chart? Does the chief executive insist on
certain lines of reporting within his organization that are not
compatible with logical budget responsibility? Lines of organiza
tion are often tangled in a small business, but for budgeting pur
poses the lines of authority must be fairly well defined and under
stood. The CPA may have to help work out such problems as that
of the “prima donna” packaging foreman who for personality
reasons has been permitted to report to the sales head, while
his time and that of the employees he supervises is properly a
direct labor item which is the responsibility of the production
manager. Budgeting can be extremely valuable in clarifying or
ganizational questions of this kind. The preparation of the budget
in itself will often point up deficiencies in organizational structure.
The CPA may often find himself incidentally performing another
management service, that of advising the chief executive on
organizational changes during the course of the budgeting work.
16

In a smaller business, the chief executive, himself, will often
present the biggest problem through his reluctance to delegate
responsibility and authority to others. To get the full benefits of
budgeting he should be sold on the idea that through budgeting
he may free himself of activities to which his time is too valuable
to be devoted, but that he can still maintain close control over
them.
In the preparation of the first budget particularly, jurisdic
tional disputes and a reluctance to delegate authority must be
expected on many levels. The CPA should be prepared to help
management work them out. It will avoid changes and problems
in the setting of the budgets.
3. W hat effect will the budget have on the chart of accounts? The
chart of accounts will probably have to be revised to conform
with new budget classifications. How will financial statements
now be presented? Will comparisons of last year’s operations with
this year’s be possible if changes in organization and accounts
have resulted in significant dissimilarities? This is a group of
related problems often faced in the installation of the first budget.
As responsibilities for the several activities of the business are
determined, a departmentalization of expenses will generally
unfold that may be quite different from classification of expense
accounts in the past. For example, the “travel and entertainm entadministrative” account of last year, which contained the ex
penses of all executives and personnel other than salesmen, may
now be given up in order to distribute this expense to the separate
budgets for the production department, the general executives, the
engineer and his assistants and the office manager’s group. Thus,
in departmentalizing for more effective control, four travel and
entertainment accounts would now be necessary to replace the
single account used in preceding years. This can occur in budget
ing many types of expenses. Analysis of these accounts for the
prior year will be necessary if comparisons are to be made. A new
chart of accounts will have to be prepared and thoroughly ex
plained to persons responsible for the accounting distribution.
Chart-of-account revisions may raise the necessity of altering
“approval lists” in smaller companies that use them, or preparing
17

approval lists for the first time if not previously used. If an em
ployee is to set and be responsible for his expenditures, he should
be entitled and expected to review and initially approve charges
to his budget.
That reporting requirements will change is also probable. If
the general financial statements are to remain unchanged, then
separate budget reports, in as much detail as the circumstances
require, will have to be prepared. The information for these re
ports should be easily accessible from the records, and revised
records must be set up accordingly. In a small business, these
may or may not prove to be significant questions. But they should
be carefully considered and answered during the planning stages
of the budget process.
4. On the basis of what information will budget estimates be made,
and how much time will be required to develop it? When the sales
head is asked how much he will spend for sales promotion next
year, and why, his usual question is, “W hat did I spend last year,
and what did I spend it on?” He, and all others involved in sub
mitting budgets, must have a starting point for their forecasting.
It is generally not adequate to inform the maintenance depart
ment merely that it spent $7,200 on supplies last year. If the
head of the department has been sold on the new budget program
he will generally require more information as to the type and cost
of supplies that have previously been purchased, so that he can
intelligently forecast future requirements after analyzing cost
saving possibilities. An analysis of every account will not be re
quired, but in the establishment of the first budget, some accounts
will have to be torn down, at least to some extent, and this chore
should be anticipated. The time required to make the budgets,
to review them and get them approved should also be considered.
Planning the time requirements will avoid last-minute rush and a
good deal of confusion.
5. Has it been planned to build the budget estimates in proper
sequence to avoid waste of time and effort? The overzealous bud
get co-ordinator, new at his task, often distributes all budget re
quests simultaneously, and finds himself actively working with
the shipping foreman on preparation of his estimates before the
18

sales manager has indicated whether sales will be up or down.
To avoid changes, budget items should be prepared in logical
sequence. First come sales, then inventories should be examined
to determine what production will be required. Only then may
direct-labor requirements be intelligently forecast. Where one
estimate will affect others, the chief executive’s approval should
be obtained in stages. The sales forecast is the starting point in a
budget. Expenses that will vary with sales volume should not be
estimated until the sales forecast has been approved, and so on
down the line. This will save a good deal of back-tracking.

W hat are the CPA' s responsibilities in budgeting?
L et us assume that a smaller client has been convinced that he
should adopt budgeting processes. W hat will be expected of the
CPA who takes charge of the job as the controller would in a
larger company?
1. First, he must understand the principles and the practical
application of budgeting techniques.
This bulletin is intended as an orientation to budgeting. It has
not dealt in depth or detail with the various aspects of the sub
ject, nor has it touched on the peculiarities of budgeting in certain
industries. Each CPA must honestly evaluate his own present
competence, and determine what additional study is necessary.
The bulletin contains a list of suggested books and articles which
will be helpful.
A CPA who doubts his own competence should consult another
practitioner who has experience in budgeting. When tax ques
tions, or audit problems arise, CPAs often enough seek the assis
tance or opinions of other CPAs. There is evidence that the same
thing has been done with respect to budgeting. Experience is
still the best teacher and many CPAs can offer sound practical
assistance on problems which the texts do not discuss.
2. The CPA must have a thorough knowledge of his clients’ busi
ness, its organizational structure and an understanding of the
motives and functions of its management. Budgeting is used as an
29

over-all management control of business performance. Without
a knowledge of the over-all business operations and the manage
ment functions and philosophies a CPA will not be able to advise
or work with management intelligently on the budget. The CPA
is in an advantageous position in that he is usually familiar with
his clients’ business operations. He should be able to acquire
without much difficulty a basic understanding of the motives and
functions of management. Again, each CPA must honestly evalu
ate his knowledge, and supplement it by reading and consulta
tion when necessary.
3. The CPA must be prepared to devote adequate time to in
stallation and operation of a budget. In a small business, the
budget program may be planned in its entirety by the CPA and
the management. The CPA should recognize management’s need
for his service and advice, both during the installation and in
subsequent administration of the budget. If the CPA is not
prepared to render this service on a continuous basis, the budget
may lose its value.
Most CPAs already have or may quickly develop the three pre
ceding “qualifications,” and can profitably render this manage
ment service to small business. There is no question that small
business can profit from the adoption of budgeting. The budget
system, as previously stated, does not have to be all-inclusive to
start. Some is better than none, and experience dictates that the
budgeting will get better and better, once started. While the
importance of good organization has been mentioned in con
nection with successful budgeting, it is not necessary that the
small businessman delegate the conduct of his business to his
employees before he can effectively utilize budgeting. To the
contrary, the budgeting will gradually help to clarify what may
have been only informal but “understandable” organizational
lines into well defined lines that will then aid the small business
man in determining to what degree his optimum delegation should
and may safely extend.
It will be up to the CPA to determine the degree of formality
to be employed within the budgetary systems of each of his
clients. The principles, and end results of budgeting are consis
tent. They are of benefit to any business, regardless of size.
20

S W A S E C O R P O R A T IO N

A n illustration o f a CPA’s experience
w ith budgeting in a sm all business
I n 1938, the Swase C orporation manufactured and sold $280,
000 worth of electrical system components, used in aircraft and
boats. By 1956, sales of the same items were $2,800,000. Swase
Corporation was an old family business in the Midwest which
in 1939 had been willed to George and Allen Swase. Both had
then been associated with the business for about five years,
George of his own volition; Allen, who had wanted to be a pro
fessional piano player, through the demands of his father. Al
though Allen, in order to protect a 50 per cent interest, fought
the temptation to resume plans for a musical career and actively
participated in the business, it was rather quickly determined
that he would never be a good businessman. George, to the con
trary. He worked tirelessly to build the business, made all the
decisions, and with limited help from his brother, by 1946 had
built Swase to a sales volume of almost $2 million, much of the
growth attributable to wartime contracts. In the late 1940’s, how
ever, the energies and acumen of George Swase successfully con
verted government markets to civilian markets and by 1952, a
sales volume of $3,400,000 had been reached. Profits had in
creased each year, and by comparative standards, could be
classified as high.
In 1956, sales volume was $600,000 below that of 1952 in spite
of several price increases. Profits were considerably lower, due to
reduced volume and the increased cost of doing business. It was
clear that growth had not only stopped in spite of semiformal
21

efforts to expand, but that the company had slipped badly.
George and the key executives of the company were members
of the American Management Association. George Swase was a
member of the Young Presidents Organization. The president was
a “progressive” businessman and he had insisted that his key
people also be “progressive.” He had, as evidence of this, author
ized expenditures for consumer research, he had engaged, for
example, a personnel consultant to assist in the hiring and training
of his limited force of executives and supervisory employees and
engaged other specialists in the sales and production areas on a
consulting basis from time to time. A new product program had
been initiated in 1953. In spite of these factors, the company went
nowhere. Personnel turnover among younger supervisory person
nel was very high during 1955 and 1956 due to the fact that the
company was regressing rather than advancing.
George Swase primarily controlled his operations through
conferences. Every other day a conference was scheduled with
each of his five key men; department heads as they were called.
He spent about three hours in each of these conferences thorough
ly discussing the details of each department’s operations and prob
lems and on Friday afternoons another two hours meeting with
key personnel as a group. The office manager, an elderly man
who had worked for his father as a bookkeeper, was included in
his group of key men. He had often thought of engaging a con
troller, but felt the business too small to justify it. He was rela
tively confident that either the young head bookkeeper or their
young cost accountant, both college graduates, could grow into
this spot and assume it when company size warranted it.
The company books were kept by both George Swase and the
office manager’s department. Swase maintained a private bank
account, records necessary to pay the executive payroll, the pen
sion records and accounts, the depreciation and fixed asset records,
capital and surplus and tax accounts, and some others. These he,
with the assistance of his CPA, maintained in a private ledger.
The office manager, a so-called trusted employee, was authorized
to confidentially price and set up inventories on closing dates, in
corporate these in a trial balance of his portion of the records and
submit to the CPA for consolidation with the “private ledger.”
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In this way, two purposes were accomplished. Some technical
aspects of the records were closely controlled and the over-all
financial operations were kept a secret from the employees. The
department heads had for years understood the "accounting” to
be secret information; a lesson they had learned the few times they
asked for financial information affecting their departments. Some
basic operation information, of course, was disseminated. Sales
figures and some statistics were given to key sales personnel and
a daily plant report, indicating pieces produced, efficiencies of
labor groups, hours incurred by indirect labor personnel, hours of
direct idle time, repair time, etc., was given to the manufacturing
manager. This, George Swase felt, was all the information they
needed to properly perform their duties.
In this method George Swase controlled his business and in
this limited fashion permitted his key men to control their opera
tions.
It had been clear for years to the two partners of the CPA
firm that this company was strictly a “one-man business.” The
partners had serviced the company during its period of growth,
were quite familiar with the detail of its operation and through
quarterly audit visits had come to know the key personnel well.
Their relationship with George and Allen Swase was intimate.
They had handled their personal taxes for years, and had regu
larly given them advice on their financial affairs. On some of
their visits they had been asked to discuss and give their view
points on business problems of a financial nature, which, of
course, they did.
The partners had been glad the discussions involved only
financial areas as they generally tried to avoid discussions of
operations. You could not assure continuous fees by giving
honest advice on operations to a president that would disagree
with you. Both knew the business stood little chance of pro
gressing if the president was to continue to try to operate it alone.
They had privately agreed that even a man of George Swase’s
ability was not very likely to direct and provide the leadership
in growth as long as he was occupied with a daily review of cus
tomers’ incoming orders, and spent most of his time making
minor day-to-day operating decisions for his key men. The part
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ners had personally found, on many occasions, that important
matters had to wait, both on financial and other problems they
had heard about, while this progressive young president seri
ously concerned himself with some minor detail he had gotten
his teeth into. This was the method that the president had used
to build a $3,400,000 sales volume, however, and he believed it
to be the proper way to control and manage a business of this size.
The CPAs believed that his key men were obviously upset at
what they felt to be a continuous lack of faith in their ability.
The manufacturing manager and the wholesale sales manager
had been with the company for about ten years; the retail sales
manager for seven. All were college graduates with prior experi
ence in larger companies and were now between thirty-five and
forty years old. These men had joined this smaller company pri
marily because of its growth history and potential, but were now
deeply concerned with the lack of progression in the last few years.
Their occasional recommendations for reorganization, for exam
ple, had not been acceptable to the president, and while the
president continued to voice leadership in expansion discussions,
it was apparent that little would occur and that new product
survey reports would gather dust until, as George Swase put it,
“we have no more day-to-day problems to lick—then we can turn
to other things.” The key men knew minor day-to-day problems
would be present as long as the business operated, and the
strange thing was that they considered them minor and had their
president not wanted to be informed of every detail, many of
these minor matters would not have even reached the key
people, let alone the president. This meant, of course, that they
too spent most of their time in detail or in stamping out small
fires instead of planning and managing their over-all depart
ment functions. The other key men, vice president Allen Swase
and the elderly office manager, were not as personally concerned
as the younger executives, but the vice president had often
quietly preached to his brother that there seemed to be an “over
all co-ordination” problem in the business even though company
“communication” could certainly not be criticized.
It was probably the president’s attention to detail that intro
duced him to budgeting. The top executives of a large steel
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company had extended invitations to smaller customers in the
area to attend a regional cocktail party. The purchasing agent
had planned to attend, but George Swase wanted first-hand in
formation on the possibilities of a steel price increase and de
cided to go in his place. It was during a friendly conversation
with a vice president who headed up the Eastern Plant of this
company that he apparently realized that management control
problems in big companies were really no different from his. He
wondered how this vice president controlled an operation pro
ducing and selling $300 million of steel per year and was ap
parently puzzled when the vice president explained that budget
ing and budget reports were his most important control tool in
managing his over-all operation.
George Swase had heard a good deal about budgeting, longrange planning, and other modern control techniques through
his AMA and YPO affiliations, and as he glanced through a man
agement article a day or so later he was exposed to a philosophy
of top management called "managing by objective.” The article
had used some of the expressions the steel company executive
had used only a little while before. Decentralization of authority;
managing by exception; responsibility accounting; over-all con
trol of objectives through planning and budgeting. If large com
panies could successfully use this technique why couldn’t a
smaller, more flexible business use them to even better advan
tage? This was asked of one of the CPA partners a short time
later.
The CPA admits he was forced to keep his advice general.
He had read a few articles on budgeting, but had never faced
the practical problem of evaluating when and how it could be
established and advantageously used. He would think about
it and report back.
His partner was not very helpful, but he did know a CPA in
another firm who could give him practical advice on budgeting.
He explained the facts to this friendly practitioner and in little
time both were convinced that budgeting could be adapted by
their client to great advantage. The biggest problems, as the
"consultant” CPA saw the picture, were to tactfully explain to
the president that he would have to change his habits of control,
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that he could not permit budgeting to become a management
weapon, and that additional financial information would have
to be made available to the employees. The president in turn
would have to sell the philosophy of budgeting and planning
to his executives, and convince them, at the same time, of its
value by explaining the over-all corporate objectives that co
ordinated planning and budgeting would attain. The CPA ob
tained opinions on the problems and time expenditure he would
face if a program was to be set up. By coupling this practical
advice with his more theoretical knowledge of budgeting, he
felt he was ready to advise his client with the assurance he could
competently guide the installation of a successful program, if
adapted.
The CPAs were engaged the next day, after a long conference
with George Swase, during which the CPA “felt” his way. It had
not been easy to explain budget principles and point out the ad
vantages, without directly or indirectly criticizing present man
agement methods, but somehow the CPA says he, fortunately,
made his points without offense. The CPA, perhaps modestly,
feels Swase was “sold” before their conversation.
Swase wanted the CPA to meet briefly with him and all of his
key people the following week to advise them as to the steps
to be taken in preparation of budgets. In the interim he would
inform them of the budget plan and work out over-all policy ob
jectives for the coming year. He would explain to his men the
change in policy relative to their access to additional financial
information, even though he and the CPA had worked out a plan
that would not permit any of the employees to see the entire
picture. The CPA could see no significant loss of budget value
in maintaining a few “general executive” expense accounts on a
confidential basis. He himself had actually suggested this. He
had been reasonably certain Swase would not suddenly make
the operations an open book, budget or no budget.
The first meeting of the budget committee concerned itself
primarily with over-all planning and reorganization. The presi
dent spelled out his objectives, both long and short range, and
presented his analysis of how he believed objectives could best
be accomplished. Everyone did not agree and this started a
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discussion that was to last, on and off, for three consecutive
meetings. The CPA had cautioned the committee that the plans
and organization must be established and agreed to in order
that the individual budgets could be properly set and integrated
into the over-all budget. The president’s objectives were: (1) a
doubling of sales volume in three years; (2) addition of two new
products to the line within two years, and (3) reduction of costs
during the first year in an amount equivalent to support an
expanded engineering and new product research program.
At the fourth weekly meeting, the CPA presented the organi
zation chart he had drawn up which the committee and the
president had finally agreed could effectively accomplish the goals.
It had not been easy to establish and define the new responsi
bilities. In the case of the manufacturing manager, it had been
difficult to convince him to give up certain of his responsibilities
so that he could pay more attention to others. The organization
had been changed radically, and with it the job responsibilities
of many of the employees. It was decided that a rewrite of job
descriptions would not be done until after the new organization
had been tested for several months. This appeared to make
sense at the time, but as the budget progressed, it proved to be
a serious error. Duties and responsibilities seemed very clear to
the executives and they were sure they could explain to subordi
nates all of the new organizational factors that affected them.
The CPA admits he should have insisted that revised job descrip
tions be prepared and reviewed in order to both test the new
structure and assure that everyone really understood his re
sponsibilties. Once the budget construction was underway, it
became obvious that a complete understanding was lacking in
many areas which created a considerable loss of time in the set
ting of budgets. It was too late then to stop the budgeting, but
the CPA recognized that preparation of job descriptions should
be started immediately to avoid further conflicts or problems.
The completed job description of the sales manager has been
appended to this illustration for those interested in reviewing
the form this company used for management level personnel.
The president was not sure why most of the changes had not
been made years ago. Here are comparative organization charts.
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The organizational discussions had disclosed several company
weaknesses that had actually been creating operating problems.
For example, the purchasing, production control and inventory
control function had previously been badly misplaced and was
moved to the manufacturing division; the shipping problems re
sulting in poor customer service and loss of sales could now be
attacked by sales administrative people rather than indifferent
production minded personnel. Quality control and inspection
had long needed the attention of a trained engineer. This func
tion was to be transferred to the chief engineer, when hired.
The imaginative retail sales manager, now spearheading new
product development on a full-time basis, and the employment
of an engineering manager to put these products into production
were expensive for a company of this size, but necessary to ful
fill the objectives. Key personnel were reasonably confident cost
reduction through budgeting and reorganization could more
probably offset the increased expenses.
The sales manager had begun work on his sales forecast for
the coming year after the first budgeting meeting and this was
also ready for review of the committee. He was unable to fore
cast any new product sales during the coming year, of course,
but on the assumption of advertising appropriations similar to
the preceding years and a few pricing changes, had forecast a
sales volume of $3,145,000. The CPA had worked with the sales
and office managers on the forecast. The sales manager was
thoroughly conversant with the theories of sales forecasting,
but as this was the first formal forecast he had ever prepared he
needed help in the form of historical sales data, cost data and
inventory positions of slower moving and certain obsolete items
he would recommend be closed out in foreign markets. The CPA
felt the sales forecast had been prepared quite well, but admits
frankly that he was glad he was not asked to evaluate its accuracy
as he thought he might be. He had seen in his first discussion
with the sales manager that forecasting could be a complex and
dangerous assignment. The forecaster had to take a good many
factors into consideration, most of which the sales manager of
Swase appeared to have done. He had analyzed the trend of
company sales over the last few years from information furnished
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by the office manager. He analyzed the trend, by products, in
relation to the industry as a whole. He had analyzed, with re
spect to his product lines, whether company policy had been
responsible for sales trends that were better or worse than the
industry as a whole. He analyzed the ups and downs in historical
sales and through comparisons to the industry trend determined
what the company had done, or had failed to do, to account for
these ups and downs. Through these analyses, a scrutiny of the
general economic situation as it affected the industry, and the
“feel” a sales manager develops, he had developed his forecast.
Hindsight discloses that he made only one significant error. A
survey, inspection, or other analysis of customers’ inventories
would have prevented what amounted to a 30 per cent (about
$120,000) overestimate in sales of regulators. The sales mana
ger, while he recalled that he had successfully offered a special
price to move this product about four months before he had
made his forecast, had made no attempt to determine how many
were as yet unsold to the second line of distribution, and what
effect this would have on the succeeding year’s sales to his first
line of distribution. He now has his salesmen and agents testinspect customer stock levels before he makes or revises his sales
forecast.
The CPA advised the sales manager and president to review
the forecast together and suggested the office manager determine
the effects on gross profit of certain recommended price increases
and decreases from the standard cost data available. W hen the
sales forecast was reviewed and approved the CPA agreed to
return with a revised chart of accounts and budget worksheets
for the budgeting of costs and expenses.
This aspect of the assistance proved more difficult to the CPA
than any other, and required a good deal of time and thought.
He had been particularly concerned by three problems. The
first was the production budget. Through the budget work to
date, he was able to see just how bad the inventory control and
production control and scheduling systems really were, and he
was afraid it would be difficult to expect accuracy of forecast
until work had been done in these areas. The fact that inventory
records were poor was not new to him, as he had called this to
31

the company’s attention on several occasions. Audits, of course,
had disclosed many significant discrepancies in book and physi
cal quantities. If a production budget could not be accurately
established and followed, it could significantly affect personnel
requirements, expenses, raw material purchases, etc., right down
to the forecast of cash balances. The second problem he faced
was the question of budget flexibility. If sales or production were
to fluctuate significantly, what budgeted items would be affected
and how would these variations be evaluated upon later analysis?
His other principal problem was in determining which of certain
insignificant expenses should, from a viewpoint of practicality,
be charged to only one department to eliminate the need for
detailed accounting distribution. Electricity expense, for example,
was incurred by all departments, but subdividing it in the budget
ing and expense recording appeared extremely impractical. Cer
tain of these expenses, which will be seen later in the chart of
accounts, were left in only one department. This would still
permit every item to be budgeted, which he had insisted the
company do, but still place each expense under the control of
some individual.
After thinking these problems through and determining their
effect on budget procedures, he decided that the budgets should
be established, one step at a time in the following order:
1.
2.
3.
4.
5.
6.
7.

Sales
Inventory levels
Production requirements
Personnel requirements
Costs and expenses
Capital expenditures
Cash balances or requirements

The reasons for his selection of this budget sequence are prob
ably obvious. Within this particular circumstance the CPA recog
nized that the unit sales forecast, which had been prepared by
quarters, would assist in the determination of required seasonal
inventory levels. In theory, simple mathematics would have
dictated the production budget. Current inventory, less the units
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to be sold in any of the periods, would produce an anticipated
inventory level, and through predetermining how many units
should be in stock at the end of the period, it would be simple
to determine the production requirements. It did not prove this
simple, as we will see later. The budgeting of personnel require
ments, principally the direct labor load, could only be forecast
after production requirements were known. Manufacturing costs
and other expenses could not logically be computed before pro
duction and personnel requirements were established and capital
expenditures logically preceded the cash forecast, but followed
the other factors.
By reference to the most recent financial statements and the
revised organization chart, he then developed a revised chart of
accounts which would serve as the basis for departmental expense
budgeting and "responsibility accounting” distribution. Copies
of the financial statements, together with the revised chart of
expense accounts, follow (pp. 34-38).
The sales and cost of sales portions of the chart of accounts
are not shown, as few changes were made. The CPA had recom
mended and attained agreement, however, that agents’ commis
sions and freight out and parcel post be deducted in arriving
at net sales as these items could be expected to vary in direct
proportion to sales volume.
The recommendations of expense departmentalization and
classification made by the CPA at the next budget meeting were
not as difficult to sell as he had expected. The office manager
believed initially that the arrangement would mean a good deal
more work for his department but ultimately agreed that expense
distributions had not changed radically, but had merely been
expanded and refined in such a way that cost control and re
sponsibility accounting could be accomplished. The CPA pointed
out the necessity of certain expense account analyses that would
be necessary for use in establishing budgets for the next year
and so that comparative statements of expenses could be sub
mitted during the following year. The analysis work affected
the salary and wage accounts and nine expense accounts and the
CPA suggested that one of his staff men assist the office man
ager’s staff in order to turn the job out quickly.
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34
87,405

6 88,187
1
8,369
$2,127,017

465,687

Total a s s e ts ..................................

372,237

Less accumulated
depreciation and
am ortization ...................

Patents and goodwill.................................................................
Deferred c h arg es .......................................................................

$837 ,9 2 4

Buildings, machinery, tools,
equipment, etc................

Land ...................................................................

$222,500

$1,430,460

Total current assets ...................

Fixed ass e ts -at cost:

1,245
17,284

Claims and other sundry receivables ...............................
Prepaid expenses .................................................................

272,461

1,052,065

$

$416,427
364,817
270,821

Raw m ate ria ls ..............................................
Work in process .........................................
Finished g o o d s ...........................................

Inventories-at lower of cost or market:

Accounts and notes receivable—trade—less allowances

Cash in banks and on hand ..................................................

Current Assets:

ASSETS

$2,127,017

Total liabilities and capital ___

575,309

50,000

$1,575,309

178,607

Net income for year
ended Dec. 31, 1 9 5 6 .

$ 1,000,000

$

Total liabilities and
stockholders’ e q u i t y ............

$396,702

Earnings retained,
Jan. 1 ,1 9 5 6 .................

Capital stock, authorized and
issued 1000 shares .............................

Stockholders’ Equity:

Patent settlements payable ..................................................

Long term liabilities:

166,000

3 35,708

501,708

$

$

Total current liab ilities ............

25,000

125,000
147,777
37,931

Federal taxes on income .......................................................

Bank lo a n s ................................................
Accounts p a y a b le ....................................
Accrued expenses ....................................
Patent settlement payable
—portion due in one year ................
$

LIABILITIES AND STOCKHOLDERS' EQUITY
Current Liabilities:

DECEMBER 31, 1956
(cents omitted)

SWASE CORPORATION BALANCE SHEET

SWASE CORPORATION
STATEM ENT OF IN C O M E
For Year Ended December 3 1 , 1956
(cents omitted)
$2,8 24 ,0 0 6

Sales, net of returns and allowances
Cost of Sales:
Inventories, January 1, 1 9 5 5 ....................
Purchase of materials, less scrap s o ld ..
Direct la b o r...................................................
Manufacturing overhead,
per schedule attached...........................

$

987,421
1,214,016
2 19 ,61 4
4 01,267

Inventories, December 31, 1 9 5 6 ...........................................
Gross P r o f it ..................................................................................
Selling expenses, per schedule attached.............................

$ 2,8 22 ,3 1 8
1,052,065

1,770,253
$1,0 53 ,7 5 3

$

General and administrative expenses,
per schedule attached.....................................................

3 71,126
3 12,918

$

6 84 ,04 4

$

3 69,709

$

8,102

$
$

361,607
183,000

$

178,607

Other Income and Expense:
Interest e xp ense...................................................................
Gain on sale of surplus equipment—n e t ........................
Miscellaneous other expenses...........................................

$

7,8 2 4
(940)
1,218

Net Income Before Provision for
Federal Taxes on Income..............................................................................................
Provision for Federal Taxes on Income...........................................................................
Net In c o m e ...........................................................................................................................

SWASE CORPORATION
STATEM ENT O F M A N U FA C TU R IN G O VERHEAD
For Year Ended December 3 1 , 1956
Wages & Salaries—Manufacturing.....................................................................................................
Wages & Salaries—Engineering & Inspection...............................................................................
Wages—Tool R o o m ...............................................................................................................................
Wages—Shipping ..................................................................................................................................
Wages—Material H a n d lin g .................................................................................................................
Wages—Maintenance ...........................................................................................................................
Rental of Warehouse.............................................................................................................................
Electricity, Gas & W ater......................................................................................................................
Real Estate Taxes..................................................................................................................................
Factory Sup plies....................................................................................................................................
Manufacturing & Engineering Supplies and Expenses.................................................................
Tool Room Supplies and Expenses...................................................................................................
Repairs and Maintenance......................................................................................................................
Patent Settlements .............................................................................................................................
Fuel O i l ...................................................................................................................................................
Depreciation and Amortization..........................................................................................................
Union Welfare and Pensions...............................................................................................................

33,400
2 6.418
32,810
18,776
17,134
16,661
7,200
8,4 2 4
10,666
3 4,969
27,291
2 7.418
4 2,4 44
25,000
4 ,1 1 2
49,7 97
18,747
$401,267
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SWASE CORPORATION
CHART O F EXPENSE ACCOUNTS
Effective January 1, 1957
3000

5000

Manufac
turing Design
Engi
Manufac- Engi
turing neering neering

Account
No.
1

4000

6000

Sales

8000
Office
and
New
Product Admin
Develop istra
tion
ment
7000

9000

General
Execu
tive

Salaries—Executive and
supervisory

...........................

X

2

Wages—maintenance

...............

X

3

Wages—toolroom

......................

X

4

W ages-set u p ...........................

X

5

Wages—inspection

6

Wages—engineering

X

X

X

...............

X

7

W ages-m aterial handling . . .
Wages-shipping

9

Salaries—salesmen

X

15

Equipment m aintenance..........

X

16

Building maintenance ............

X

17

Toolroom supplies and

19

Factory and manufacturing

22

Shipping supplies ...................

23

Toolroom spare parts and
contracting ...........................

X

expense ..................................

supplies ..................................

X

X

X

------

Engineering supplies and

X

X

Salaries—office clerical

18

X

X

.................

expense ..................................

X

X

......................

10

X

X

X

X

X
X

X
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Office supplies and

27

Electricity

..................................

X

28

G a s ................................................

X

29

Water

.........................................

X
X

X

X

X

........................

30

Real estate t a x e s ....................

31

Rent-Warehouse ........................

34

Depreciation—Buildings and
Equipment .............................

X

36

Depreciation—Tools and dies.

X

36

X

.................

8

maintenance

X

X

X

X

3000

37

Depreciation—Trucks and autos

38

Depreciation—office
equipment

6000

Sales

7000

8000

Office
and
New
Product Admin.
Develop istration
ment

9000

General
Execu
tive
X

X

X

.............................

Amortization—leasehold
improvements

X

......................

43

Payroll t a x e s .............................

44

Union welfare and pension

45

Workmen’s compensation

plan .........................................

X

X

X

X

X

X

.............................

X

General insurance ...................

X

insurance
46

5000

Manufac
turing Design
Engi
Manufac Engi
turing neering neering

Account
Ho.
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400 0

47

Salesmen’s exp e n s es ...............

48

Professional f e e s ......................

X
X

X

X

X

X

49

Advertising—wholesale

..........

50

Advertising—retail ....................

X

51

Other selling and promotion. .

X

55

Travel and entertain m en t-

58

Free goods expense—Material

59

Telephone and te le g ra p h ------

60

State and city taxes, other

X

X

X

managers and supervisors.

X

X

X

X

X

X

X

X

X

X

X

X

X

and labor c o s t ......................

X

than real e s t a t e ...................

X

61

Dues and subscriptions..........

X

62

Bad debts ..................................

X

63

C o ntrib ution s.............................

64

Group life and hospitalization

X

X

insurance ...............................
65

Employee educational program

X

66

Pension expense (non-union). .

X

67

Employee meetings and other
welfare

..................................

68

Surveys and new product

69

Miscellaneous

research

X

X

X

X

X

X

X

X

X

X

X

X

...............................
...........................

X

X

X
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SWASE CORPORATION
STATEM ENT O F SELLING A N D GENERAL A N D A D M IN IS T R A TIV E EXPENSES
For year ended December 3 1 , 1956
Selling expenses
Sales s a la rie s ..................................................................................................................................

$ 4 8,425

Agents’ com m issions....................................................................................................................
129,868
Selling expenses and promotion................................................................................................
4 3,9 86
Freight o u t ............................................................................................................................................
42,1 94
Parcel p o s t .......................................................................................................................................
Advertising—w h o le s ale ......................................................................................................................
Advertising—retail ..............................................................................................................................
Market surveys ...................................................................................................................................

9,477
65,417
13,713
18,046
$371,126

General and Administrative Expenses
Salaries, including o ffic e r s ........................................................................................................
Wages—clerical .............................................................................................................................
Provision for vacation w a g e s .....................................................................................................
Telephone and te le g ra p h ............................................................................................................
In su ra n c e .........................................................................................................................................
Pension non-union.........................................................................................................................
Payroll t a x e s ..................................................................................................................................

$ 157,535
47,2 36
6,100
4,8 8 6
13,291
10,154
18,069

State and city t a x e s ....................................................................................................................
Bad debts .......................................................................................................................................

21,450
6,7 6 9

Office s u p p lie s ................................................................................................................................
Legal and accounting....................................................................................................................
Depreciation ..................................................................................................................................

4,6 2 7
6,350
2,285

Miscellaneous ...............................................................................................................................
Group life insurance and ho spitalization................................................................................
C ontributions..................................................................................................................................

5,299
8,117
750
$312,918
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The president also reacted negatively to what he believed
would be an extra clerical cost of allocating tool-room wage
expense to the engineering department, etc., but ultimately
agreed with the CPA and office manager that the extra account
ing work could probably be absorbed by the present staff and
even if extra cost did arise it would not be significant in view
of the benefits that could be derived.
All of the key men were satisfied that the organizational struc
ture, as sketched by the CPA, and the chart of accounts provided
each of them, and the company as a whole, with a clear frame
work of adequately established administrative and financial re
sponsibilities, from which each in turn could delegate and control
certain of their responsibilities. As we saw earlier, this did not
prove to be completely true and this was the point at which
revised job descriptions should have been prepared.
The remaining steps in the budget establishment can be de
scribed briefly. Most did not prove difficult. All personnel that
would have budget responsibilities below the key man level were
invited to the budget committee meeting, later in the day. The
president explained the reorganization, the company objectives,
the budget program, and the part all of them would have in it.
Most of the employees were enthusiastic over the prospects
of setting their own goals and objectives and then managing
their units to accomplish them. Employee motivation, the CPA
says, was automatic within this group. A few appeared skeptical
and felt budgeting would be a management method of getting
into more details, and would result in tightened operations and
little real authority in running their own shows. Subsequent
executive and management attitude, we were told, was the only
thing that ultimately sold these men.
Preparation of the individual budgets followed. The sales
budget had been approved. The production budget, as antici
pated, proved extremely difficult and all concerned now agreed
with the CPA that a good deal of work was required on the in
ventory and production control systems.
It had been necessary to forecast unit sales for the balance
of the year, deduct these from perpetual inventory balances that
were incorrect by as much as 25 per cent and by laying out a
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rough production schedule, arrive at probable inventory balances
at the year-end. Using these figures as starting points, the CPA
used the unit sales forecast and a tentative listing of finished
goods inventory levels he and the sales manager had developed
to determine production requirements for the first six months of
the next year. He felt it was senseless to attempt to project any
further periods until the year-end physical inventory was taken
and the inventory and production control procedures had been
corrected. It was almost impossible for raw material require
ments to be accurately determined. Perpetual records were
worse on these items. Whenever the company ran out of an item
of finished goods, which it did regularly, the inventory card was
subject to automatic correction to zero. Not so with raw ma
terials. The purchasing agent had kept them purposely high and
quite logically reasoned that since he could not trust the inven
tory cards, he placed orders on the basis of weekly tours of the
raw materials storage area. When an item appeared to be get
ting low, or a bin half-full, he ordered more. He had felt severe
repercussions when at one time he could not get fast delivery
of certain raw materials which he had permitted to go very low,
in order that he could then buy a larger quantity at a lower price.
A review of the inventory work papers of the last audit proved
to the CPA that inventory was radically unbalanced. Why
neither he personally, nor anyone else, ever questioned this, the
CPA does not know.
The personnel budget was difficult only in respect of the
production budget problems, but production labor loads were
finally planned. The planning, it was later seen, was not nearly
perfect, but the mere fact that it was planned had disclosed where
many cost savings and efficiencies could have been effected in
past years if the seasonal direct and indirect labor requirements
had been adequately balanced by advanced planning.
The expense and cost budgets were, by comparison, simple.
Some of the employees setting these budgets, the CPA thought,
had a tendency to try to be heroes and set unrealistic goals for
their units. In the conversations he and the office manager had
with them while assisting in preparation, he cautioned them
on this point. In spite of his words of caution, a good many cost
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reductions were realistically forecast and seemed reasonable
of attainment.
Approval of the over-all budget was given by the president in
November. Based on preliminary information, he had tentatively
agreed to a sizable increase in new product development ex
penditure, and was now in a position to ratify that. Although
he happily approved, he did not see how inventory levels could
be reduced $400,000 in one year, even with new inventory and
production control systems and he felt, therefore, that the cash
forecast would be in error. The CPA pointed out that a careful
re-examination of inventory levels and raw material requirements
would be made after the first of the year and probably revised.
The president agreed they could probably do no better, at
present.
The following year at Swase saw no startling sales increases,
but budgeting produced most of the anticipated results. Cost
reduction definitely resulted, slightly higher profits resulted,
in spite of new product research. Inventories were reduced by
$270,000; cash balances increased and borrowing had stopped;
morale among key men and supervisory employees was vastly
improved; two new lines of products had been surveyed, engi
neered and were almost ready to put into production. This was
the area in which the president had spent most of his time. His
old habits had cropped up occasionally, the CPA informed us,
but he found that management by exception permitted him to
control and stay in touch, even with details that interested him,
with every segment of the over-all operation.
The income and two of the expense statements for 1957 are
appended. All figures and schedules have not been included,
as they are intended primarily to illustrate how the CPA de
signed the reports he now prepares.
Budgeting had led to other management service engagements.
The CPA and his partner assisted in the inventory control and
production planning work. This in turn led to purchasing prob
lems involving economical purchase quantity questions and pur
chasing paper work systems that the CPAs advised on. The new
product program had raised some very important pricing and
costing questions and the CPAs were recently engaged to review
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the overhead allocation methods the company used. The instal
lation of a simple system of direct costing by the CPAs was the
result of this.
In 1958 the sales of Swase were $3,800,000 and in 1959, with
the addition of third and fourth new product lines, they are
budgeted at $4,600,000.
Sales will have increased about 50 per cent since 1956. Fees
of the CPA firm are not in direct proportion. If audit and man
agement service fees can be earned in the same amount as in
1958, they will triple the 1956 audit and tax fee.

SWASE CORPORATION
JOB DESCRIPTION (Manager Level)
SALES MANAGER
(Sample—Portions Deleted for Illustrative Purposes)
Basic Function of Position
Direction of all sales, sales promotion and advertising activities
of the Corporation.
Responsibilities, Authorities and Accountabilities
1. Authorized to execute and deliver or delegate authority to
execute or deliver all instruments pertaining to sales, sale pro
motion or advertising matters.
2. Recommends products to be sold and the extent of capacity
to be allocated to each.
3. Recommends projects for improvement of present and future
requirements of products sold in the trade as to production,
specifications, and quantity.
4. Directs the activity of the sales force.
5. Directs and co-ordinates the activity of distributors’ and manu
facturers’ agents through the sales force and sales administrator
under his direction.
6. 7. 8. 9. 10. 11. (Deleted from illustration)
12. Responsible for sales forecasts and sales department budgets.
13. Maintains such direct contacts and relationships with prin42
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Salaries—Executive & Supervisory . .
Wages—Maintenance .............................
Wages—Tool R o o m .................................
W ages-Set u p .........................................
W ages-M aterial H a n d lin g ...................
Equipment—Maintenance
...................
Building Maintenance ..........................
Tool Room Supplies & Expense ..........
Factory & Manufacturing Supplies . . .
Tool Room Spare Parts & Contracting.
Electricity ................................................
Gas ............................................................
W a t e r .........................................................
Real Estate T a x e s .................................
Depreciation—Machinery & Equipment
Depreciation—Buildings ......................
Depreciation—Tools & D ie s .................
Depreciation—Trucks & A u to s ............
Payroll T a x e s ...........................................
Union Welfare & Pension P la n ............
Workmen’s Compensation Insurance..
General In s u ra n c e .................................
Professional Fees .................................
Travel and E ntertainm ent ...................
Employee Meetings & Other W e lfa re ..
Miscellaneous .........................................

Actual
Expense
Budgeted

Variance
from Budget

Quarter Ended December 3 1 , 1957
Budgeted
$ 3 5,100
12,200
18,800
13,600
11,400
14,900
12,000
15,500
29,3 00
5,600
5,800
800
600
11,200
16,600
17,100
9,900
1,200
11,400
13,200
5,3 0 0
3,700
3,000
1,400
1,200
1,200
$272 ,0 0 0

$ 36,660
13,172
16,429
13,117
11,881
15,633
10,987
15,288
26,396
6 ,1 4 4
5,9 9 8
8 67
585
11,200
16,147
17,666
9,976
1,180
11,814
13,478
6,122
4 ,4 0 8
1,400
823
9 42
1,484
$269,797
( 453)
566
76
( 20)
4 14
278
822
7 08
(1,600)
( 577)
( 258)
2 84
$(2,203)

$ 1,560
972
(2,371)
( 483)
481
733
(1,013)
( 212)
(2,904)
544
198
67
( 15)

Variance
from Budget

Year Ended December 31, 1957
Actual
Expense

For Year Ended December 3 1 , 1957
(cents omitted)

SWASE CORPORATION
Schedule o f M an u factu rin g Expenses

Year Ended
December 31,
1956
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$ 2 ,7 9 0 ,8 9 4

Material Consumed—(See
Schedule) .................................
Direct Labor Consumed—
(See Schedule) ........................
Overhead Variances—(See
S chedule).............................
Plating Materials and Supplies.
Freight In ... .................................
Plating L a b o r ...............................
Manufacturing Expenses—
(See Schedule) ........................
(

$

Net Sales

Cost of Goods Sold:

44,8 69
9,213
154,690
49,7 77
2 58,549

Less:
Sales D iscounts ..........................
Sundry Sales A llow ances ..........
Sales Agents Commissions . . .
Freight Out & Parcel Post ___
Total ...............................

1.6

269,797

8 .8

.6)
.5
1.1
.3

7.3
(

222,686
17,420)
14,439
32,401
9,580

43.2

9 1.5 %

1.5
.3
5.1
1.6
8 .5 %

100 .0%

1,318,444

50,231

.2

$ 3 ,0 4 9 ,4 4 3

1.4

7,417
58,000

272,000

—
11,000
39,500
9,500

229,000

1,305,000

$ 2 ,8 2 8 ,0 0 0

$

47,0 00
8,000
152,000
52,000
259,000

$ 3 ,0 8 7 ,0 0 0

$

18,000

4 0,000

$ 3 ,1 4 5 ,0 0 0

Dollars

Budgeted

Year ended
December 31, 1957

101 .6%

% of
Sales

4 2,8 14

$

$ 3 ,0 9 9 ,6 7 4

Dollars

Actual

Adjusted Gross S a le s ......................

Budgeted

Less:
Sales Return—Salable
Merchandise ..........................
Sales Returns-Defective
Merchandise ..........................
Total ...............................

Gross S a le s ......................................

Actual

Vari
ance
Dol % of Dol % of from
lars Sales lars Sales Budget

Quarter ended
December 31, 1957

For Year Ended December 3 1 , 1957
(cents omitted)

STATEM ENT OF IN C O M E

SWASE CORPORATION

—

8.8

.4
1.2
.3

7.4

4 2.3

9 1 .6 %

1.5
.3
4 .9
1.7
8 .4 %

1 0 0 .0 %

1.9

.6

1.3

101 .9%

% of
Sales

( 2,203)

(17,420)
3,439
( 7,099)
80

( 6,314)

13,444

$ 3 7 ,1 0 6

( 2,131)
1,213
2,690
( 2,223)
(
451)

$ 3 7 ,5 5 7

$( 7,769)

(10,583)

2,814

$ 45,326

Vari
ance
from
Budget

Dollars

% of
Sales

Actual

Year ended
December
31, 1956
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$

Net Operating P r o f it ......................

...............................

Net Income ...................

Provision for Federal Taxes on
Income .........................................

Net Income Before Federal Taxes.

Total

Patent Settlements ...................
(Gain) or Loss on Sale of Fixed
Assets ......................................
Other Misc. (Income) or
Expenses—Net ........................

Other Income and Expenses:

$

$

$

$

...............................

Total

(

197,245

203,000

400,245

966
8,142

17,824)

25,000

4 08,387

177,618
114,824
134,581
62,811
59,987
549,821

958,208

$

Expenses—(See Schedules)
Selling Expenses ........................
Office & Administration ..........
General Executive ......................
Design E ng ineering ...................
New Product Development . . .

(

6 .5 %

6.6

13.1 %

.1
.3 %

.6)

.8

1 3.4 %

17,000
80,000

975,000

$

$

$

(

$

2 03,000

209,000

412 ,00 0

1,500
11,500

15,000)

25,000

423 ,50 0

172,000
118,500
137,000
54,000
70,000
$
551,500

$

$ 1,853,000

$

51,000
12,000

1,933,000

67,000

Dollars

Budgeted

(

Year ended
December 31, 1957

5.8
3.8
4.4
2.0
2.0
1 8.0 %

3 1 .4 %

6 0 .1 %

.5
2 .5 %

15,285
77,642

$ 1,832,686

$

1.6
.4

62.6

2.0

% of
Sales

49,2 42
13,115

1,910,328

60,401

Dollars

Actual

Gross P r o f it ......................................

...............................

Budgeted

Cost of Goods S o l d ........................

Total

Less:
Income from Sale of Scrap —
Purchase D isco unts ...................
Material and Labor C o s tFree Goods .............................

Manufacturing Engineering
Expenses—(See Schedule) . .

Actual

Vari
ance
Dol % of Dol % of from
lars Sales lars Sales Budget

Quarter ended
December 31, 1957

6 .6 %

6.7

1 3.3 %

.1
.4 %

.5)

.8

1 3.7 %

5.6
3.8
4 .4
1.8
2.3
1 7.9 %

3 1 .6 %

6 0 .0 %

.5
2 .6 %

1.7
.4

62.6

2.2

% of
Sales

1,715
2,358

$

5,755

( 6,000)

$ 1 1 ,7 5 5

(
534)
$( 3,358)

( 2,824)

$ 1 5 ,1 1 3

5,618
( 3,676)
( 2,419)
8,811
(10,013)
$( 1,679)

$ 16,792

$(20,314)

$

1,758
( 1,115)

(22,672)

( 6,599)

Vari
ance
from
Budget
Dollars

% of
Sales

Actual

Year ended
December
31, 1956
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SWASE CORPORATION

9,800
35,0 00
3,6 0 0
$ 70,000

8,713
30,1 92
2,632
$ 5 9,987

Travel and Entertainm ent ...................
Survey and New Product Research. . .
Miscellaneous .........................................

Budgeted
$ 13,600
8 ,000

$ (10,013)

(1,087)
(4,808)
( 968)

$ 200
(3,350)

Variance
from Budget

Year Ended December 31, 1957
Actual
Expense
$ 13,800
4,6 5 0

Budgeted

Variance
from Budget

Saiaries-Executive & Supervisory.. .
Professional Fees ..................................

Actual
Expense

Quarter Ended December 3 1 , 1957

For Year Ended December 3 1 , 1957
(cents omitted)

Schedule o f N ew Product Developm ent Expenses

Year Ended
December 31,
1956

cipal customers and prospective customers and arranges for their
acquaintance with other officials as he deems advantageous.
Summary of Organizational Relationships
1. Report to the President.
2. Reporting to him are: sales administrator, direct salesmen.
B IL L M C K E E V E R , P R O P R IE T O R

A n illustration o f a CPA’s experience with
budgeting in a sm all business
Bill McKeever, a businessman with many business and per
sonal problems stemming from his family-owned business, was
the client of an individual practitioner in a New England city.
McKeever was a fine furniture finisher of the best reputation,
and he had been running his finishing and antiquing shop for
twenty-five years since his father’s death. McKeever was an ar
tist, basically. He was an individual who would rather work with
interior decorators who consistently sent him jobs requiring his
artistic touch, but for which he could often bill only half of what
he might to marbelize or high-lacquer some piece of “modem
junk,” as McKeever called it. For at least fifteen years, McKeever
had accepted only about half of the work offered to him, and
his CPA had often questioned why he didn’t expand his opera
tion. His CPA had at one time unsuccessfully held out his own
business as analogous and insisted to McKeever that with addi
tional personnel, more work could be profitably accepted. Mc
Keever wouldn’t have it. W ith more men in his shop, he felt
he would only become a full-time supervisor and this would
not permit him adequate time to work on many of those beau
tiful pieces that were always streaming into his shop. From 1935
to 1949, McKeever had three men working for him. His wife
handled the telephone, the books and the administrative details.
His CPA was a man McKeever realized he needed to check the
books and file his tax returns, but rarely did they see each other
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even though their relationship was quite friendly. The CPA had
wondered for years why he had been requested to prepare a
monthly statement for McKeever. He rarely looked at it, even
when the CPA volunteered to go over it with him. He did ask
occasionally how much money was in the bank. He had that
keen sense that most small businessmen develop, a check of his
bank balance and a feel for how much he and his assistants were
producing was all the information he needed in order to deter
mine whether his $200 per week draw would be available. It
seems only fair to point out that his taxable income during the
1940’s had always been between $13,000 and $17,000. He owned
a home with a moderate mortgage, a summer cottage, a small
fishing boat and a family car in order to avoid conflict with the
station wagon he used in his business. Perhaps McKeever had the
right idea after all.
In 1949, McKeever put a fourth man on the payroll, his twentyyear-old son, Dick. Dick had attended college for two years,
became disinterested, and decided to try his hand in the family
business. For a year he aggressively washed down and buffed
furniture. Young McKeever temporarily withdrew from the busi
ness to enter the U. S. Army in late 1950, but this one year at
work in the shop provided the clues to the business problems
and conflicts which were to arise years later. Dick was not the
artist his dad was, but he had, nonetheless, indicated the ability
and interest to learn to perform with the necessary standards of
excellence in this specialized craft. Noticeable, too, were his re
lations and popularity with customers and the other employees.
He was a personality; a salesman.
In late 1951, young McKeever returned to the business and
successfully sold his father the idea of putting an army buddy,
with some limited experience in a commercial wood finishing
factory, on the payroll. For a couple of years, Bill McKeever’s
profit suffered from the drain of two young men whom he felt he
could not permit to touch most of the jobs. His three assistants
who had been with him for about fifteen years, completed only
a few pieces fully on their own and, generally, only han
dled basic spraying or painting and turned the last half of the
job over to McKeever for completion.
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By 1955, business profits had fallen further and Bill McKeever
was on a treadmill. He was working fifty hours a week com
pleting the jobs his five assistants started. His son had developed
into a first-rate craftsman, if not an artist, as had the other young
er man who had joined the business five years before. A union
had succeeded in organizing the employees, but this had not
changed the close-knit relationships enjoyed by the McKeevers
and their employees. A partnership had been formed at the rec
ommendation of the CPA, but in spite of a one-third interest,
the younger McKeever had little to say about the way the busi
ness was run, and in 1955 father and son started a serious round
of battles over their respective philosophies on how to save their
business from further losses. This conflict in philosophies, the
CPA learned, had brought the threat of resignation by Dick
McKeever, his young friend and one of the old-time employees
who were ready to open a competitive business if the operation
couldn’t be expanded or made more profitable. These were young
McKeever’s viewpoints disclosed in a conversation he had with
the CPA one day.
1. He and at least two of the employees could produce far in
excess of what they were presently allowed to, particularly if
the business would accept more nonspecialized work. He also
felt they were capable of performing additional functions in help
ing to turn out the specialized jobs, and the overcautious attitude
of his father was unjustifiably being carried too far.
2. He felt that the work force could be expanded to handle
additional work and was quite confident that he and the other
employees could adequately supervise up to six additional men.
He felt that some specialization of operation should also be in
troduced to speed up production.
3. He was confident that business could be tripled in three years,
and although the CPA felt that he had no particular basis for his
contention, he believed that the profit of $11,000 they had shown
in 1954 could be quadrupled on this volume.
4. He felt that prices were too low in most cases, as well as
inconsistent; that the equipment they used was obsolete and that
overhead (particularly space rental) was too high in relation
to the volume they were presently handling.
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5. Lastly, he knew he would be foolish to go it alone. As much
as he now knew about the craft, he still needed the guidance of
his father from time to time and hoped that a compromise could
be worked out with him.
The senior McKeever knew something was wrong. His $200
per week had long ago been reduced to $150 and it made little
sense when he knew two more men were working, and volume
had gone up. His points of contention and analysis of the prob
lems were also disclosed to the CPA later that day, after he
found out the junior partner had been talking to him about their
problems.
1. His men weren’t producing as they should. He had to do all
the work and continually clean up after them on “little things.”
Besides, he was not at all sure that they could handle more diffi
cult assignments and he wasn’t going to take a chance on having
work rejected. Rework was expensive.
2. He believed the more men he had, the less profit he’d make.
This was the experience to date. The extra supervision would
have to come from him, which in turn would cut down his pro
ductive time. He was not confident of the ability of his son or
others to assist in supervision, even if they could specialize sev
eral operations.
3. He agreed it seemed foolish to turn away new business, but
he pointed out to the CPA that he had to service his old cus
tomers. Even if he was of better reputation than his competitors,
he did not want to price even those specialized, delicate jobs
higher than any competitor might, even though his customers
obviously felt the competitors often did inferior work.
4. While he recognized that many jobs, particularly the restora
tion of valuable antiques, probably yielded little, if any, profit,
he felt his reputation had been built on these jobs and he was
afraid that if the expansion proposed by his son were attempted,
there wouldn’t be time to fit in these beautiful jobs and the oldline shop would turn into one big production line and lose its
fine reputation, which was the reason, in the first place, that he
was offered more business than he could handle.
5. He admired the ambition of the younger men and recognized
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that, in view of the way things were going, the three older em
ployees were probably justified in their feelings of insecurity. He
knew that at least one was ready to change jobs for he had told
McKeever he expected to be released shortly if conditions were
as bad as he’d been told when he had last asked for an increase.
The young men, typically, McKeever thought, wanted to bite off
more than they could chew, and he wasn’t convinced the older
employees wanted any part of additional responsibilities, even in
consideration of more money.
6. Lastly, he disclosed that he was now fifty-eight years old and
felt he should be taking life a little easier. His business had been
his whole life and he wanted it to continue upon his retirement.
He also felt responsible to the older employees, all of whom
worked very well with him for so long. He wanted his son to
continue the business and was sure that with more experience
he could probably take it over in five to ten years. He saw no
way, however, to let him gradually take over, for if he were not
on the scene, he could see no way of controlling the operations.
This is the picture the CPA had of a business he’d been serv
ing for years and aside from its technical aspects, knew quite
intimately. It had been a steady client that now yielded about
$650 each year. He had no inclination to take part in the family
business tangle, but as both partners had discussed their problems
with him he accepted the indirect invitation to provide a little
advice. As an independent party, he believed he could unemo
tionally evaluate the problems, and he felt he was in a position
to discuss his viewpoints on the basis of financial facts and, there
fore, maintain his independence during any disagreements that
might arise.
The over-all problem, as he saw it, was simply that the busi
ness had suffered from a combination of poor administration, a
lack of financial operating knowledge, and the fact that the
partners had never planned where they were going or had
stopped to formally consider where they would like to go. It
seemed that they would now have to. The CPA was sure that a
plan to provide an organizational setup and some financial tools
by which a conservative senior partner could control operations
delegated to the aggressive, less experienced partner was the
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starting point in solving the problems. The related problems to
clear up were to increase production efficiency, correct a morale
problem, reduce overhead costs, develop a sound pricing policy,
and above all, raise profits. The solution to these problems, it
seemed to him, lay in the introduction of a simple budget system.
By introducing budgeting, if it could be sold, it seemed to the
CPA that realistic plans would have to be made and adhered to
by the junior partner and could then be intelligently evaluated
and results measured by the elder McKeever. Organizational
responsibilities to accomplish the plans, if defined to all parties’
satisfaction, would permit a delegation of authority and responsi
bility and the productivity of departmentalized operations could
then be analyzed objectively to measure departmental per
formance.
The CPA thought a good deal about the time and effort that
would be required on his part in assisting with the budgeting.
Would it be worth it? Perhaps he could not hope to be com
pensated for too much additional time. He took the last monthly
statements from his file to help determine what his problems
would be. Copies of those statements appear on pp. 53-54.
In view of the problems and by reference to the statements,
the CPA developed a step-by-step approach to how a budget
system could be developed. First, there was the organizational
problem to be cleared up so that the line of authority established
could in time determine budget setting and performance re
sponsibility. This, it appeared, could only be accomplished by
assigning a distinct set of responsibilities to both the senior and
junior partner with the divisions made in such a way that ob
jectives and results could ultimately be translated into financial
terms. He then thought through the changes that would be nec
essary in the bookkeeping, how historical information on which
budgets would be based in part would be obtained, what state
ment presentation changes would be necessary. He concluded
that Mrs. McKeever was capable of keeping records as needed
and that she could perform any necessary account analysis work.
The financial statements he visualized would require about an
extra half hour of his time each month, and he was reasonably
sure that working with the McKeevers on the setting and analy52

W ILLIAM A N D RICH A R D McKEEVER
STATEM ENT O F ASSETS, LIA B ILITIE S A N D CAPITAL
August 31, 1955
ASSETS
Cash in bank ......................................................................................................................

$ 1,466.05

Cash—Tax savings fund ...................................................................................................

800.00

Accounts re c e iv a b le ..........................................................................................................

11,654.30

Total current assets .......................................................................................

$13,920.35

Equipment, station wagon and f ix t u r e s ...........................................

$11,39 4 .1 8

Less accumulated depreciation ..........................................................

6,580.12

$ 4 ,814.06

Deposits ................................................................................................................................

550.00

Other assets

......................................................................................................................

4 74.36

Total assets ........................................................................................................

$19,758.77

LIABILITIES AND CAPITAL
Accounts payable and accrued e xp e n s es ....................................................................

$ 2,380.00

Payroll taxes payable .....................................................................................................

190.97

Loan payable—station w a g o n .........................................................................................

1,224.50

Other loans payable ........................................................................................................

835.00

Total current liabilities ..................................................................................

$ 4,630.47

CAPITAL
W. & R. McKeever—capital contributions to January 1, 1 9 5 5 . . .

$ 14,847.62

Less drawings this year to d a te ..........................................................

7,869.48
$ 6 ,978.14
8,150.16

$15,128.30

Total liabilities and c a p it a l...........................................................................

$19,758.77

Add income this year to d a t e ............................................................
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W ILLIA M A N D RICH A R D M cKEEVER
STATEM ENT O F IN C O M E
For eight months ended August 31, 1955
Sales

.........................................................................................................................................

$40 ,47 3 .7 9

Less: Direct wages ....................................................................................

$12,675.56

Materials and supplies .................................................................

5,558.48

18,234.04

Gross Profit .............................................................................................................................

$ 22,239.75

Expenses:
Rent and electricity .............................................................................
Insurance

$ 4,9 0 9.65

.................................................................................................

1,724.40

Delivery, auto and tr u c k in g .................................................................

944.77

Repairs and maintenance ....................................................................

4 95 .00

Union welfare payments ......................................................................

462 .40

Travel and entertainment ......................................................................

1,308.45

Legal and a cco untin g.............................................................................

5 48.30

Telephone

................................................................................................

483 .06

Bad d e b t s ...................................................................................................

419 .42

Interest expense ....................................................................................

380 .94

Payroll taxes ............................................................................................

3 75.72

Miscellaneous other t a x e s ....................................................................

286.02

Provision for d e p re c ia tio n ....................................................................

1,300.00

Miscellaneous exp e n s es ........................................................................

451 .46

Net In c o m e ...............................................................................................................................
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$14 ,08 9 .5 9
$ 8,150.16

sis of budgets would require no more than an extra hour of his
time each month, once the system was established.
Having sold himself that budgeting was a practical and work
able idea, he called the senior McKeever the following day, and
without telling McKeever precisely what he had in mind, re
quested some estimates of employee functions so that he could
analyze what organizational changes he would advise. On the
basis of this information, he drew a rough organization chart of
how the business presently functioned, and how he thought it
could be best reorganized to (1) remove some of the burdens
of the senior partner, without removing his controls, (2) delegate
the responsibility the younger partner wanted, and (3) provide
a departmentalization that would define responsibility for the
results of respective operations, and (4) allow for the develop
ment of work specialization within each new department.
He decided to advise a plan that would assign one man to
Bill McKeever, and the remaining three men to Dick McKeever.
Without dwelling further on the organization concepts, it must
be pointed out that the CPA’s reason for recommending the
placement of men as he did was a serious consideration from an
operating and supervisory point of view. He felt the McKeever’s
reactions to his reorganization advice might be largely based on
emotion, or a particular like for one or more of the employees.
It was for this reason that he had cautiously asked McKeever
about each employee’s capabilities, performance and functions.
The advice he prepared to give was to be based on the revised
organization shown on p. 56.
The specific assignments given to men and the degree of
specialization to be introduced would, of course, be decided by
the McKeevers.
W ith this broad proposal in mind, he made a date with Bill
McKeever for lunch the following day.
McKeever was impressed with the thought his CPA had given
the problems, and while he could readily understand, for example,
how so-called employee motivation might logically stem from
letting them set and shoot for their own goals, and how it could
logically reduce waste and costs if everyone was concerned about
the outcome of their own budget, he could not see how he could
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control his over-all operation from figures and reports. The CPA
explained the reports he intended to render in place of the old
ones and described how labor percentages of sales and other
ratios could departmentally evaluate productivity and measure
results against the plans. He explained managing by exception,
and it was here McKeever did see that measuring what happened
against what should have happened would permit him an op
portunity to find out what was going wrong. He quickly under
stood that he could easily see, on paper, how his son’s plans were
progressing. After coffee, McKeever was 90 per cent convinced.
He left the CPA after telling him he would discuss the entire
proposal with his son.
The son called the CPA early the next morning with the news
that reorganization and budgeting had been discussed until late
into the previous night and had ended in complete agreement

McKeever, Sr

Em ployee-with
firm 17 years

To be filled
later
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Assist on specialty
work only
Perform all functions

Employee—with
firm 16 years

Alt specialty work
Inspect 2 5 % of nonspecialty work
Supervise 1 man
Provide technical advice to all men

McKeever, Jr.

All nonspecialized work
Inspect all nonspecialized work
Supervise 3 men

Employee—with
firm 14 years

Em ployee-with
firm 4 ½ years

To be filled
later

To be filled
later

on both sides as to its desirability. Could they please make a date
to discuss it further? The CPA agreed to meet them at 4 p .m .
the following afternoon to advise them on the next steps.
It was now the middle of September and the CPA suggested
they start their planning now for the year starting January 1. No,
young McKeever said. He was enthusiastic about putting his
ideas to work and wanted to quickly reorganize and make their
plans effective October 1. Bill McKeever endorsed this. Hadn’t the
CPA told them that budgeting generally gets better and better,
the more you did it? This quarter would probably not be perfect,
but the experience would help in establishing the budget for the
coming year.
The CPA had a few misgivings about the speed with which
their enthusiasm dictated they move, but as long as they realized
their planning and budgeting would not be perfect at first, he
agreed it would be valuable to proceed immediately for the sake
of the experience.
He next showed them the simple budget worksheets he had
prepared, which were nothing more than blanks of the depart
mentalized profit and loss statements he ultimately prepared,
and suggested they, in conjunction with the men who would be
working with them, budget each item in order and write down
on separate sheets why such results could be attained and on
what basis each item was set.
Dick McKeever wasn’t sure what sales volume he could expect
to do in the quarter without knowing some facts as to the amount
of nonspecialized vs. specialized work the shop had turned out
in similar periods in the past. He was also confused as to how to
establish the cost of labor and relate it as a percentage of sales,
if some sales prices would be increased. How would they then
be able to measure their own productivity as a percentage of a
sales figure that would reflect these price increases? How about
the allocation of repairs and maintenance when they would bene
fit both departments? And what if one department should per
form services for another? The operation was being analyzed by
its owners in a way that had, unfortunately, never happened
before.
The CPA made many suggestions before he left. Mrs. Mc57

Keever was detailed to analyze the make-up of sales for the last
six months and analyze four expense accounts, the activity in
which would be necessary to logically determine the future ex
pense.
The sales breakdown was to be divided into specialized and
nonspecialized work, as defined by the McKeevers. In addition
to dollar sales of each category, a unit analysis by general cate
gories of pieces was to be obtained. Sales to principal customers
were also to be obtained. In connection with this work, Mrs. Mc
Keever would list prices charged for similar pieces so that com
parisons could be made. From these dollar and unit statistics and
price information the CPA believed the partners could make
reasonably good forecasts of what they could turn out in the next
quarter, where prices could be increased, what if any work should
not be accepted and from which sources they could most advan
tageously accept additional work. A good deal of this effort only
served to ratify what the partners were sure they already knew,
but the analysis also disclosed a good deal that the partners had
not previously realized.
The expense accounts that were mysterious to the McKeevers
were materials and supplies, insurance, delivery, auto and truck
ing and travel and entertainment. Where and why had these ex
penses been incurred in the past? The CPA had shown Mrs. Mc
Keever how to draw analyses from the cash disbursement book,
and summarize the information for the partners.
The following week, the CPA paid a visit to the shop to look
over the finished budgets and explain the few bookkeeping
changes that would be necessary in view of the separate account
ability of sales, expenses and other costs. He heard one of the
men joking about “turning out the lights” and “charging rent for
walking into their department.” It was a good sign, for everyone
was now conscious of cost, whether they realized it or not and
appeared happy to have had a small part in planning how their
own functions within the business could best be performed.
All of the men had been asked for their opinions on work spe
cialization; two had assisted young McKeever in deciding the
order in which certain types of work could be accepted and
turned out most profitably in view of present personnel and fa
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cilities. They were a group of experienced men and their ideas
were apparently good, since the CPA saw that some had either
been accepted or had modified the thinking of the partners.
The budget worksheets were in reasonably good order and the
CPA, after suggesting a few changes in the items they had
budgeted, helped set the budgets and allocations of depreciation
and payroll tax expense, two items the partners were not familiar
with. The insurance and legal and accounting expenses were also
established and explained to the partners by the CPA. He then
took out a new sheet on which to summarize the individual budg
ets into an estimated profit and loss statement.
The statement he prepared follows below.

W ILLIAM A N D RICH A R D McKEEVER
OPERATING BUDGET
For Quarter Ended December 3 1 , 1955
Specialty
Sales
..............................................
Less: Direct w a g e s ......................
Materials and supplies . .
Gross P r o f it ....................................

$ 4,500
1,450
825
$ 2,275
$ 2,225

Nonspecialty

Total

1 00 %
32%
18%

$ 14,000
4,100
1,450

1 00 %
29%
11%

$ 18,500
5,550
2,275

50%
50%

$ 5,550
$ 8,450

40%
60%

$ 7,825
$10,675

100%
30%
1 2%
42%
58%

Allocated Expenses
Rent and electricity ...................
Delivery, auto and trucking . . .
Union Welfare payments ..........
Travel and e n te rta in m e n t..........
Bad debts .......................................
Interest e x p e n s e ...........................
Payroll t a x e s ..................................
Provision for dep re c ia tio n ..........
Miscellaneous expenses ............
Departmental

Income

...............

$

300

$ 1,600

50
50
2 25
100

325
125

-0 -0 -

50
75
400

100
60
$
885
$ 1,340

175
100

60
$ 2,910
$ 5,540

$ 1,900
375
175
4 00
200
50
75
500
120
$ 3,795
$ 6,880

Nonallocated Expenses
Insurance
Legal and accounting
Telephone
Miscellaneous taxes
Miscellaneous office expenses
Budgeted Net In c o m e ............

300
120
100
200
$ 1,320
$ 5,560
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Bill McKeever thought the CPA must have made a mistake
when he looked at a forecasted profit of $5,560 for three months
when the business had only netted $8,150 for eight months. In
the next few minutes, the McKeevers learned a little more about
their business. The older McKeever was distressed that his spe
cialty work would yield only a 50 per cent gross profit whereas
the nonspecialized work would gross 60 per cent on the basis
of realistic plans that had made sense to him. Neither partner
understood completely how a 3 per cent increase in gross profit
could produce so much additional net profit. The CPA briefly
explained how fixed and variable costs affected profits when
sales volume varied, and pointed out that this was, in different
language, basically Dick McKeever’s point that fixed overhead
had been too high in relation to sales volume. Mrs. McKeever
was asked to make copies of the profit and loss forecast as the
partners, who had rarely looked at financial statements, wanted
a copy to take home to study.
Mrs. McKeever did a fairly good job on the records during
the quarter. She had difficulty on several occasions allocating ex
pense items and certain material and supply charges, but the
CPA, by telephone, or on monthly visits, straightened but these
problems. Each department maintained its own cabinet of sup
plies, brushes, etc., but this, of course, in a small shop did not
stop occasional borrowings of each other’s items when necessary.
The CPA and the McKeevers realistically recognized that ab
solute divisions of cost and expense could never be made with
out becoming impractical, and these insignificant factors have
always been disregarded in budget preparation and analysis.
In November, the CPA assisted the McKeevers on preliminary
budgets for the entire next year with the suggestion that they
again be reviewed after the budget report for the quarter was
available. In January, he submitted, in addition to his year-end
statements, a separate profit-and-loss statement for the last
quarter in order to compare results with budgets. This statement
follows on p. 61.
Bill McKeever thought it quite poor that they were unable to
estimate the outcome within 25 per cent. But pretty good, agreed
McKeever, when he multiplied the net profit for the quarter by
60
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2,275

2,511

Net Income

Nonallocated Expenses
In su rance...........................................
Legal and accounting ...................
Telephone .........................................
Miscellaneous taxes ......................
Miscellaneous office expenses . .

1,045

$1,573

Departmental In c o m e ......................

314
77
48
417
-0 -0 -0 100
89

$

Rent and electricity ......................
Delivery, auto and tru c k in g ..........
Union Welfare p a y m e n t .................
Travel and e n te rta in m e n t ............
Bad debts .........................................
Interest expense .............................
Payroll t a x e s ....................................
Provision for depreciation ..........
Miscellaneous expenses ...............

Allocated Expenses

885

3 00
50
50
225
100
-0 -0 100
60

$1,340

$

$2,225

1,450
825

1,512
999

Less: Direct w a g e s ........................
Materials and supplies ------

$2,618

$4,500

Gross P r o f it .......................................

Budgeted

Actual

$5,129

160

14
27
( 2)
192
(100)
-0 -0 -0 29

$(233)

$

$(393)

236

62
174

$(629)

$ 4,665

3,159

$ 1,638
367
119
287
-0 42
109
400
197

$ 7,824

5,260

3 ,7 4 4
1,516

$13 ,08 4

Actual

$ 5,540

2,910

$ 1,600
325
125
175
100
50
75
4 00
60

$ 8,450

5,550

4,100
1,450

$14,000

Budgeted

249

38
42
( 6)
112
(100)
( 8)
34
-0 137
$875

$

$626

(290)

(356)
___ 66

$916

Variance
from
Budget

Variance
from
Budget

Sales ..................................................

__________ Nonspecialty _________

___________ Specialty_________

For Quarter Ended December 3 1 , 1955
(cents omitted)

W ILLIAM A N D RICHARD McKEEVER
STATEM ENT OF IN C O M E

Actual

Budgeted

1,320
$ 5,560

600
300
120
100
200
1,841

$

$ 6,880

3,795

$ 1,900
375
175
4 00
200
50
75
500
120

$10,675

7,825

5,550
2,275

$18,500

$ 4,397

721
450
164
80
____ 426

$

$ 6,238

4,2 0 4

$ 1,952
444
167
7 04
-0 42
109
500
286

$ 10,442

7,771

5,256
2,515

$18,213

521

121
150
44
(
20)
226

642

409

52
69
(
8)
304
( 200)
(
8)
34
-0 166

233

54)

$ 1,163

$

$

287
( 294)
240
(

$

$

$

Variance
from
Budget

______________ Total_____________

four and realized it came to about $17,000, a lot more than the
business had been making. He recognized they had just reor
ganized, had a new man on the payroll for half the quarter that
wasn’t really producing yet; and he believed they could do better
in reducing some of the expenses. The pricing problem was not
nearly solved and many new ideas that had been brought up to
increase production efficiency hadn’t been tried as yet. It would
take time and further planning, but it had been a successful
start, nonetheless.
In 1956, the partnership net profit was $19,800, in 1957, $25,
400, in 1958, $29,100; still somewhat below the long-range expec
tations of the junior partner, but gratifying to the more conser
vative Bill McKeever.
Profit in the first quarter of 1959 was ahead of the similar 1958
quarter. The simplest budget analysis discloses that this is at
tributable to (1) an improved general economic situation, and (2)
the fact that Bill McKeever has contributed to production during
the entire quarter rather than spending January in Florida, as
he had done in 1958. He plans, instead, to take the month of May
off this year, and the CPA assures us that he will be left a
Canadian address to which the April financial statement and
budget comparisons are to be mailed.

Reference list fo r fu r th e r study
There are hundreds, perhaps thousands of books, pamphlets and
articles on budgeting. Most articles and pamphlets deal with a
specific aspect of the subject, for example, capital budgeting,
cash forecasting, flexible budgeting or the peculiarities of budg
eting in particular industries. A wealth of this material is cata
logued in the library of the Institute, and members are invited
to request, at any time, references to specific aspects of budgeting.
The suggested reference list presented here is necessarily re
stricted to a few of the books and articles.
All of the books recommended deal comprehensively with the
basic concepts, principles and techniques of budgeting. The an
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notations describe areas to which particular attention has been
given in certain of the texts, in order to help readers select study
material to suit their own requirements.
The articles recommended have been carefully selected to
present a wide range of coverage. They may be of particular
benefit in staff training programs or other study groups, in that
each article primarily deals with one area of budgeting. If one
article is read and reviewed by a member of the group, and then
discussed by the group as a whole, it will assist all concerned in
covering the subject quickly and provide for the interchange of
knowledge and ideas.
Books on Budgeting
1. Budgeting: Profit-Planning and Control by Glenn A. Welsch, CPA, Ph.D.,
Prof, of Accounting, University of Texas, Prentice-Hall, Inc., 1957, 373
pages of text, 93 pages of questions and problems.
2. Budgeting—Principles and Practice by Herman C. Heiser, CPA, The
Ronald Press Company, 1959, 370 pages of text.
3. Business Budgeting and Control by J. Brooks Heckert, CPA, and James D.
Willson, CPA, The Ronald Press Company, 1955, 430 pages of text.
4. Budgeting by Prior Sinclair, CPA, The Ronald Press Company, 1934, 411
pages of text.

These are basic and comprehensive texts on budget princi
ples and techniques. Attention is given to techniques such as
budget analysis and reporting, and particularly so in Heiser’s
book, but these books primarily stress the factors underlying the
construction of all the elements of the budget; i.e., sales, produc
tion, expenses, cash, etc.
If more than one of these books is available, the reader would
do well to scan them before making his selection. There are minor
variations in the depth in which certain areas are covered. Se
lect those accenting the areas of your interest.
The questions and problems in Welsch’s Budgeting may be
of value in staff training or other study groups.
5. Budgetary Control by W. Rautenstrauch and R. Villers, Funk & Wagnalls
Company, 1950, 294 pages of text.
6. Budgeting for Management Control by Floyd H. Rowland and William H.
Harr, Harper and Brothers, 1945, 370 pages of text.
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These books are reasonably comprehensive, and will also pro
vide the reader with a review of basic principles and techniques.
The coverage with respect to the construction of the elements of
the budget is not as broad as that of the first four books men
tioned, but other aspects of budgeting are emphasized. Rauten
strauch and Villers devote 100 pages to a thorough discussion
of sales forecasting techniques and the sales budget. Rowland
and Harr stress the managerial aspects of budgeting, analysis and
measurement of budgets and performance. Heiser’s book, as pre
viously mentioned, is also excellent in respect of its coverage of
these managerial aspects of budgeting and should be considered
by those interested in these areas, even though we have listed
it in our "basic text” group.
These texts are particularly valuable for reference use, or for
review by the CPA already grounded in budget principles.
Articles on Budgeting
1. “Budgeting for Small Business” by I. Wayne Keller, CPA, The Journal
of Accountancy, January 1959.

Discusses the application and value of budget principles, and
techniques to small business.
2. “Helping the Small Client with His Budget Problems” by Thomas W. Le
land, CPA, The Journal of Accountancy, October 1955.

Points out the logical role of the practicing CPA in budgeting,
and provides advice and ideas on how the CPA prepares for and
renders this service.
3. “The Budget Comes of Age” by James L. Peirce, Harvard Business Re
view, May-June 1954.

Dedicated to the thesis that the steps in budget practice have
their roots deep in personnel administration; gives reasons why
successful budgeting rests on principles of human relationships,
as much as financial techniques.
4. “Introducing an Organization to Budgetary Control” by Robert R. Renner,
The Controller, November 1957.

Tells how to persuade management of the need for control,
how to organize, plan and start a budget program.
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